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Mr. Chairman, Ranking Member Tiberi and Members of the Commititee:

My name is Stephen Shay. T am a partner in the law firm Ropes & Gray in Boston. 1
specialize in U.S. international income taxation and was formerly an International Tax Counsel
for the Department of the Treasury. Ihave advised U.S. custodian banks, foreign private banks,
foreign governments and foreign investment funds with UJ.S. and non-U.S. sponsors, and
occasionally foreign high net worth individuals, on cross-border income tax and withholding
issues.! With the Chairman’s permission, I would like to submit my testimony for the record and
summarize my principal observations in oral remarks.

As stated in the notice for the hearing, the focus of today’s hearing is “on limitations of
the withholding taxes imposed by the United States on U.S.-source investment earnings received
by foreign persens, the Qualified Intermediary (“QI”) program established by the IRS to enforce
those withholding taxes, the limitations of our tax treaties, and the extent to which these may
have contributed to non-compliance by U.S. taxpayers.”

1 discuss below the law relevant to U.S. withholding on payments to foreign persons,
including that governing the QI system, documentation and reporting, and information exchange
- under treaties. I also discuss the relationship of these cross-border withholding rules to the
information reporting rules upon which we rely to encourage income tax reporting of investment
income.? Understanding the different roles for information reporting and cross-border
withholding and the context in which they apply is essential to evaluating their strengths and
weaknesses in relation to the purposes for which they were adopted and their use in preveniing

offshore tax evasion by U.S. persons.

Because of the complexity of these rules and their interaction I have structured my
testimony as follows. In the next part of my testimony, I provide some broader context to the

' I have attached a copy of my biography to this testimony. The views I am expressing are my personal views and
do not represent the views of either my clients or my law firm. 1 would like to acknowledge with thanks the
substantial assistance of Kathleen Gregor and Lanra Damerville in the development of this testimony and of Jennifer
Neilsson and Revital Bar Or in its preparation and review. Any errors are my own.

2 This discussion is not intended to be comprehensive. Asnoted by William Burke, an examination of all of the
elements of the information reporting rules applicable to cross-border transactions would require a treatise. William
L. Burke, Tax Information Reporting and Compliance in the Cross-Border Context, 27 VA TAXREV. 399,401 n. 5
(2007).




issues raised in this hearing and provide an overview of the major elements of my testimony. I
then outline a series of short-term proposals and longer term options for change. Succeeding
sections of the testimony include more detailed discussions of these topics. The technically
minded may read the entire testimony; however, for those with shorter attention spans the key
points I will make are as follows:

» The United States taxes very little U.S.-source investment income paid to foreign
persoens.

» The United States does not have jurisdiction to require foreign banks and financial
institutions to report foreign accounts of U.S. persons that only earn foreign
income and can only obtain information on these accounts through foreign
financial institutions that act as QI withholding agents for U.S. investment income
or through information exchange requests with treaty or TIEA partners.

e Because of the above, some U.S. persons are able to masquerade as foreign
persons or hide behind foreign corporations without reporting their income (from
unreported accounts or under controlled foreign corporation or passive foreign
investment company rules).

» There are feasible ways to reduce the opportunities for U.S. tax evasion in this
context:

o . Expand the responsibilities of Qs in relation to U.S. customers, whether
or not they hold assets in a QI account.

o Increase IRS enforcement resources devoted to cross-border enforcement,
including resources to allow Qls to submit information electronically.

o Consider prospective elimination of the foreign-targeted bearer obligation
exception to beneficial owner documentation or QI reporting (but retain
the portfolio interest exemption from withholding). This would effectively
require that participants in the distribution and holding of foreign targeted
debt be Qls.

"o Expand the network of treaties and TIEAs under which information may
be exchanged with respect to U.S. persons’ non-U.S. income and support
collection and sharing of tax information subject to accepted taxpayer
information confidentiality protections.

o Support OECD initiatives to identify and promote best practices for
electronic information exchange and procedures for implementing rate
reductions at source.

At the end of my testimony I also discuss options for expanding source taxation of
investment income that would require analysis and consultation with industry and governments,
but which should at least be considered (whether accepted or rejected) in connection with any
international tax reform.



1. OVERVIEW OF ISSUES AND PROPOSALS

A. Fiscal Policy, the Tax Gap and the International Tax Gap

We are in the midst of the most severe economic downturn in generations. At the same
time, we have made commitments at home and abroad that extend beyond the revenues raised
under our current tax system. The recently updated Congressional Budget Office (CBO) Budget
and Economic Outlook projects Federal budget deficits under current laws and policies equal to
11.9% of Gross Domestic Product (GDP) for the 2009 fiscal year and 7.9% of GDP for next year
and declining to 2% of GDP in 2012 to 2019, before taking into account investments requested
by President Obama in health care, the environment and other programs in his 2010 budget.

Large deficits are an appropriate prescription in these unusual times. Although any
decision regarding the amount we borrow as a country should be analyzed as would any
financing decision," we must anticipate that there is a limit to our ability to borrow without
triggering inflation and a decline in confidence in the dollar.’ Moreover, government borrowing
resulting from operating (as opposed to capital) deficits in particular merely postpones the need
to raise taxes to pay the principal and interest arising from that borrowing.

While there is a widespread consensus that raising taxes would be unwise in the current
economic environment, it also is clear that long-term economic health requires that we repair our
Federal income tax system in order to be able to have the resources to meet the needs of present
and future generations. Taking steps to address the so-called tax gap, the difference between
taxes due and taxes actually collected, is an important element of putting our fiscal house in
~order.® Although there are no easy panaceas, there are cost effective steps that can be taken to
reduce the tax gap even as we recognize that it can not be eliminated altogether.

¥ CONGRESSIONAL BUDGET OFFICE, A PRELIMINARY ANALYSIS OF THE PRESIDENT’S BUDGET AND AN UPDATE OF
CBO’s BUDGET AND ECONOMIC OUTLOOK 1 (Mar. 2009).

* See Neil H. Buchanan, Is It Sometimes Good to Run Budget Deficits? If So, Should We Admit It (Out Loud)? 26
VA. TAXREV. 325 (2006).

* See, e.g., Alice M. Rivlin and Isabel Sawhill, Growing Deficits and Why They Matter, RESTORING FISCAL SANITY:
HOw TO BALANCE THE BUDGET 10 (Jan. 2004), available at
* http://www brookings.edv/es/research/projects/budget/fiscalsanity/full. pdf,

6 The 2001 Internal Revenue Service’s (IRS) tax gap estimate of $345 billion only reflects legat-source income.
LR.S. News Release, I R.S. Updates Tax Gap Estimate [for Tax Year 2001], IR-2006-28 (Feb. 14, 2006), available
at hitp:/fwwrw.irs.gov/newsroom/article/0,,id=154496,00.htm}. The IRS defines “gross tax gap” as “the difference
between the aggregate tax liability imposed by law for a given tax year and the amount that taxpayers pay
voluntarily and timely for that year.” ALAN PLUMLEY, L.R.S. OFFICE OF RESEARCH, 2005 IRS RESEARCH
CONFERENCE: PRELIMINARY UPDATE OF THE TAX YEAR 2001 INDIVIDUAL INCOME TAX UNDERREPORTING GAP
ESTIMATES 15 (June 2005), available at http://www.irs.gov/pub/irs-soi/05plumley. pdf. See also Burke, supra
note 2; Leandra Lederman, Reducing Information Gaps to Reduce the Tax Gap: When Is Information Reporting
Warranted? 2 (Feb. 2009) (unpublished abstract), available af hiip://ssrn_.com/abstract=1347668.



The last comprehensive IRS estimate of the tax gap was for the 2001 fiscal year. The
estimate, a gross gap of $345 billion and net gap of $290 billion,” did not include ali unreported
income from offshore activity. Indeed, there has been no IRS estimate to date of what the
Treasury Inspector General for Tax Administration (“TIGTA”) calls the “international tax gap,”
defined as “taxes owed — but not collected on time - from a United States (U.S.) person or
foreign person® whose cross-border transactions are subject to U.S. taxation.”

The TIGTA included in its recent report estimates of the portion of the international tax
gap atiributable to offshore noncompliance of U.S. taxpayers ranging from $40 billion to $70
billion based on what are essentially back-of-the-envelope estimates (or educated guesses) by the
IRS (for the low estimate dating from 2004) and Marty Sullivan (for 2004).!° The TIGTA
acknowledges in its report that the IRS has not developed an accurate and reliable estimate of the
international tax gap based on empirical evidence.'!

7 The $345 billion estimate of the gross gap did not take into account taxes that were paid voluntarily, but late, and
recoveries from IRS enforcement activities. According to former Treasury Assistant Secretary Eric Solomon, the
“net tax gap” was an estimated $290 biilion in tax year 2001, Testimony before the Senate Finance Committee on
Ways to Reduce the Tax Gap (Apr. 18, 2007) (statement of Eric Solomon, Treasury Assistant Secretary for Tax
Policy), available at http:/fww treas.gov/press/releasesthp360.htm.

¥ For this purpose, U.S. person and foreign person are as defined in section 7701 of the Code. Unless otherwise
indicated, section references are to the Internal Revenue Code of 1986, as amended (the “Code™), or to regulations
thereunder.

? TREASURY INSPECTOR GENERAL FOR TAX ADMINISTRATION, OFFICE OF INSPECTIONS AND EVALUATIONS, A
COMBINATION OF LEGISLATIVE ACTIONS AND INCREASED IRS CAPARILITY AND CAPACITY ARE REQUIRED TO
REDUCE THE MULTI-BILLION DOLLAR U_S. INTERNATIONAL TAX GAP 1 (Jan. 27, 2009) (hereinafter TIGTA
REPORT), available at http:/fwww.itreas.gov/tigtaliereports/2009reports/2009IER 001 fr html. See also Martin A.
Sullivan, Economic Analysis: U.S. Citizens Hide Hundreds of Billions in Cayman Accounts, 103 TAX NOTES 956
(May 24, 2004).

- '° TIGTA REPORT, supra note 9, at App. VI. These income amounts presumably included capital gains and foreign
income not subject to U.S. withholding tax if paid by a U.S. person thinking they were paying to a foreign person.
In other words, as discussed in the text below, amounts that are outside the U.S. withhelding regime.

' TIGTA REPORT, supra note 9, at 4. While there is much to be done in attacking the international tax gap, these
estimates are extremely uncertain and may be high, The findings of the Government Accountability Office
(*GAO”) in reviewing the disclosures of individuals participating in the IRS’s 2003 Offshore Voluntary Compliance
Initiative (“OVCI”} include the following:

The type and extent of individual taxpayers® illegal offshore activity varies. In
2004, we reviewed OVCI io provide information to Congress on the
characteristics of taxpayers who came forward regarding their noncompliant
offshore activities, and to wunderstand how those taxpayers became
noncompliant. According to IRS data, OVCI applicants were a diverse group,
for instance with wide variations in income and occupation. In each of the 3
years of OVCI we reviewed, at least 10 percent of the OVCI applicants had
original adjusted gross incomes (AGI) of more than half a million dollars, while
the median original AGI of applicants ranged from $39,000 in tax year 2001 to
$52,000 in tax year 2000. Applicants listed over 200 occupations on their federal
tax returns, including accountants, members of the clergy, builders, physicians,
and teachers (citations omitted),

Tax Compliance: Qffshore Financial Activity Creates Enforcement Issues for IRS 2-3 (Mar. 17, 2009) (statement of
Michael Brostek, Director, Government Accountability Office Strategic Issues Team, Committee on Finance, U.S.
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B. U.S. Residenis’ Offshore Tax FEvasion

This hearing is about the potential for tax evasion by U.S. citizens and residents through
use of foreign bank accounts and how the tax system should respond. There should be a shared
sense of outrage that some U.S. citizens and residents would seek to evade their civic and legal
responsibility to pay their fair share of taxes — whether by hiding money overseas or by
intentionally failing to report income or by overstating deductions.” Those who would aid and
abet others’ failure to pay tax for their own gain, as well as those who do not pay their taxes, are
equally culpable. These contributors to the tax gap cause Americans who pay their taxes to
suffer higher rates, which is unfair and economically inefficient.

There are important reasons to attack offshore evasion and avoidance that are
independent of the need for revenue, namely, that confidence in the fairness of our tax system is
eroded and support for voluntary compliance is consequently undermined if we let U.S. citizens
and residents evade their taxes by simply establishing an unreported foreign bank account to
receive or earn unreported income. Buf this is just as true for other elements of the tax gap.

The Government does not have infinite resources and it is important that we be analytical
in their allocation and target them at the greatest need." In the international area, we should
support cost-effective proposals, which the United States can adopt either directly or in
cooperation with other countries, which would reduce international tax evasion by U.S. residents.
A number of proposals are discussed below. Any such measures have to work in tandem with
our withholding rules and procedures for payments to foreign persons in a manner that allows the
United States to continue to benefit from foreign capital.

In considering these proposals, it must be emphasized that the objective of promoting
voluntary compliance is undermined if we pursue the relatively easy targets of noncompliant
foreign banks without also taking on “low hanging fruit” compliance measures at home. We also
‘should actively analyze and pursue expanding information reporting on payments to Sub S
corporations and partnerships and other cost effective proposals, as well as addressing cross-
‘border payments.'* To do otherwise invites cynicism.

Senate) (hereinafter Statement of Michael Brostek). It is clear that some of the largest evaders did not participate in
the OVCI, as evidenced by the conviction of Mr. Olenicoff for evading taxes on approximately $200 million of
income. Joann M. Weiner, News Analysis: Disqualifying UBS From the QI Regime, 121 TAX NOTES 1097, 1098
(Dec. 8, 2008). Nonetheless, realism requires recognition that we do not really know how large the problem is and
we do know it is difficult to attack.

"2 The tax gap includes unintentional errors, which are common in a tax system as complicated as ours. The
prescriptions for this portion of the tax gap is the tax law simplification and continued efforts by the IRS to provide
excellent customer services to taxpayers.

B See, e.g , Joseph Bankman, Eight Truths About Collecting Cash From the Cash Economy, 117 TAX NOTES 506
(Oct. 30, 2007); Lederman, supra note 6 (describing standards for when information reporting is cost effective).

14 See NATIONAL TAXPAYER ADVOCATE’S 2007 ANNUAL REPCGRT TO CONGRESS 501, available at
http/fwww.irs.gov/pubfirs-utl/arc_2007 vol_1_Jegislativerec.pdf (hereinafter NATIONAL TAXPAYER ADVOCATE’S
2007 ANNUAL REPORT TO CONGRESS); Lederman, supra note 6, at 12-16; Jay A. Soled, Homage to Information
Returns, 27 VA. TAXREV. 371 (2007).



At the end of my testimony, I suggest that consideration be given to longer-term
structural changes in source taxation of cross-border income that would require consultation and
coordination with other countries. These options should be considered and accepted or rejected
as part of a broader review of tax reform alternatives.

C. Taxing U.S. Payments to Foreign Persons and Preventing Tax Evasion By U.S.

Persons: Reconciling Conflicting Policies

According to the GAO, in 2003, $293 billion in U.S.-source fixed or determinable
income potentially subject to withholding was paid to foreign persons.'® U.S. payors with
withholding responsibility were required to receive documentation of the payees’ foreign status
either in the form of a self-certification under penalties of perjury from the “beneficial owner” of
the income or through a QI in a position to verify the identity and status of the beneficial owner
{(unless the source of the payments was bearer obligations targeted to foreign persons).
Notwithstanding that these were payments of U.S.-source income, the vast majority were eligible
for exemption or reduced rates of withholding. Of the $293 billion in 2003 payments, the
amount withheld was approximately $5 billion.™

Under tax rules described in Part II below, the United States effectively exempts from
U.S. tax most U.S. investment income paid to foreign persons.'” This has broad implications
relevant to this hearing:

(1) Because of the lack of potential tax revenue from cross-border withholding taxes, it is
not cost-effective to devote disproportionate resources to enforcing the withholding tax on
investment income paid to foreign persons.’

(2) Other countries, including most U.S. treaty partners, follow a similar practice of
exempting much non-dividend investment income from source taxation with the result that there
is substantial scope for tax evasion in’cernationally.19

(3) Debt obligations issued in the global fixed-income markets assume no source
.20
taxation.

'3 Of this amount, a relatively small portion, approximaiely 12.5% is reported to have been paid to QIs. Statement
of Michael Brostek, supra note 11, at 10.

16 U.S. GOV’T ACCOUNTABILITY OFFICE, REPORT TO THE COMMITTEE ON FINANCE, U.S. SENATE, TAX COMPLIANCE:
'QUALIFIED INTERMEDIARY PROGRAM PROVIDES SOME ASSURANCE THAT TAXES ON FOREIGN INVESTORS ARE
WITHHELD AND REPORTED, BUT CAN BE IMPROVED 19 (Table 2) (Dec. 19, 2007) (hereinafter GAO QI REPORT),
available at http:/fwww.gao.gov/products/GA0-08-99.

'7 While dividends are subject to U.S. withholding tax, it is possible to hold non-dividend paying equities or to take
steps such as trading around dividend dates or using appropriately designed and implemented notional principal
contracts to avoid the withholding tax.

18 Nonetheless, in December, the IRS LMSB Division established a new Tier ! audit issue for “1J.S. withholding
agents’ section 1441reporting and withholding on U.S. source FDAP income.” Background may be found on the
IRS web site at: http://www.irs.gov/businesses/corporations/article/0,,id=205415,00 html.

¥ 1t is not clear that the European Savings Directive has had a material effect on this fact. While change is
occurring, it remains true that the “tax cultures™ of many other countries generally do not support voluntary tax
compliance to the same extent as in the United States. '



(4) These facts encourage U.S. persons to masquerade as foreign persons.

What can and should be done about this? There are significant constraints. While the
outer limits of its jurisdiction are not always clear, generally the United States does not have
enforcement jurisdiction over a foreign financial institution that is not owned by a U.S. person
and does not carry on a U.S. business (in the relevant cntlty) Accordingly, it is possible for a

- U.S. person to have an account at a foreign financial institution that is not subject to U.S. third
party information reporting. The rules for collecting withholding on payments to foreign persons
are coordinated with the domestic information reporting and backup w1thh01d1ng rules, but these
rules do not apply in a range of cases with respect to foreign accounts.”? As discussed in
succeeding paragraphs, the QI system performs an important withholding function and may be
expanded to assist in this regard, but not every foreign bank is a QI and the determined evader
can migrate to such a bank. The backstop to these systems is information exchange between
countries. While specific information requests are indeed time consuming and manpower
intensive, they are important both in uncovering information and as a prophylactic measure.
Below, I consider a set of proposals taking into account these constraints. There is no single
silver bullet.

23

The actions of UBS that gave rise to and are described in the UBS deferred prosecution
agrecment are seen by some as an indication of the failure of the qualified intermediary (“QI)
program.® For reasons described below, the QI program is an essential part of the U.S.
withholding system so long as the United States continues to have a patchwork of withholding
tax exceptions and reduced rates. The development of the QI regime was an important advance
in enhancing cross border compliance. While it needs to be strengthened in certain respects, it is
important to understand the role it plays in the withholding system.

% Because of interest gross-up clauses, it is likely that the interest on such debt instruments would re-price if this
were changed in relation to outstanding debt obligations.

*! RESTATEMENT (THIRD) OF FOREIGN RELATIONS LAW §§ 411-13, 431 (1987),

22 See infra note 72.

23 The U.S. Treasury’s Acting International Tax Counsel stated in testimony before the Senate Finance Committee
Hearing on Offshore Tax Evasion that information obtained under a treaty led to at least two high-profile U.S. tax
evasion convictions. Testimony before the Senate Finance Committee on Offshore Tax Evasion (May 3, 2007)
(statement of John Harrington, Treasury Acting Intemational Tax Counsel) (hereinafter Statement of John
Hasrington), available at http://ustreas.gov/press/releases/hp385.htm. One of these was the conviction of Walter C.
Anderson, who was sentenced to 9 years in prison in 2007 for failing to report $365 million in income and trying to
use offshore entities to evade U.S. federal and municipal taxes of over $200 million. See Carol D. Leonnig, 9-Year
Sentence for Tax Evasion; Mogul Avoided Paying IRS, D.C. $200 Million, W ASH. POST, Mar. 28, 2007, at B1. The
other conviction, in 2004, was that of Almon Glenn Braswell, who attempted to evade more than $10 million in
corporate income taxes by using an offshore corporation and bank account, but his scheme was uncovered through
requests made by the U.S. under the TIEA. See David Rosenzweig, Man Whom Clinton Pardoned Enters Plea, L.A.
TIMES, Mar. 3, 2004, at B3,

 Deferred Prosecution Agreement, United States v. UBS, Case No. 09-60033-CR-COHN (8.D Fla. Feb. 19, 2009)

% See, e.g. Lee Sheppard, News Analysis: Don't Ask, Don’t Tell, Part 4: Ingffectual Information Sharing, 122 TAX
NOTES 1411 (Mar. 23, 2009).



The payments made to QIs generally go through foreign clearing organizations, banks or
other financial institutions that pool vast amounts of securities in the omnibus accounts that are
an essential part of the efficiency of the domestic and global securities payments systems.
Domestic information reporting and back-up withholding were designed from the outset with the
understanding that the financial institution closest to the customer, whether a bank, broker or
other such institution, would have the obligation to information report. The last payor in the
chain would have the customer’s name and taxpayer identification number and thereby be in a
_position to deliver a Form 1099 to the customer showing his income or gross proceeds and to file
a copy with the IRS. Before development of the QI system in the 1990s, however, no analogous
system for cross-border payments existed.

Until the development of the QI system a U.S. withholding agent has no realistic way to
know whether the beneficial owner at the other end of a payments chain was a U.S. or foreign
person or whether that person was entitled to treaty relief. It was an open secret that U.S.
withholding agents were treating foreign banks as though they were the beneficial owners of
omnibus accounts that they held for customers and that the withholding agents were failing to
‘withhold tax contrary to regulations. In light of the reality of the financial payments systems for
securities, accurately depicted in a GAO chart attached as an Appendix to this testimony, the
regulation was totally unrealistic and went unobserved ®

The QI system was developed at the behest of U.S. custodian banks to reduce their
exposure to the increasingly intolerable risk of withholding liability with respect to portfolio
. interest paid to foreign banks that were not in fact beneficial owners of the interest income.
Working closely with the Internal Revenue Service over a period of several years, regulations
were developed that allowed the U.S. withholding agents to rely on documentation received from
QlIs as well as direct customers unless they had a reason to know it was not correct. One of the
key decisions made in those regulations was to follow traditional U.S. tax rules and respect a
foreign corporation as a nontransparent beneficial owner without regard to whether it was owned
by one or a few U.S. persons.”” The QI system was an integral part of these regulations and in
essence relied on a foreign bank with a direct relationship with a foreign customer to exercise
normal banking “know-your-customer” disciplines in assuring that the documentation it received
and relied upon was correct. The QI regime prescribed audits by the bank’s externa)l auditors to

26 One reason that this issue was not focused on when the first regulations implementing portfolio interest were
developed was because the repeal of the withholding tax on portfolio interest was driven by a desire of U.S.
securities firms and the U.S. Treasury to be able to issue debt in the Eurobond market other than through the
Netherlands Antilles treaty structure for Eurobonds. James P. Holden, Jr., Note and Comment, Repeal of the
Withholding Tax on Porifolio Debt Interest Paid to Foreigners: Tax and Fiscal Policies in the Context of Eurobond
Financing, 5 VA. TAX REV. 375, 367-77 (1985). A major point of contention was whether bearer obligations would
be permitted to be targeted to foreign buyers. Having won this concession, the financial industry either did not
anticipate problems arising from the beneficial owner documentation requirement or strategically determined not to
address the issue.

* As discussed below, a closely held foreign corporation holding investment assets generally would be either a
controlled foreign corporation or a passive foreign investment company as to U.S. shareholders. Consequently, the
foreign corporation’s income would be subject either to current inclusion or its rough economic equivalent in the
income of its U.S. shareholders.



back stop the system.” As the GAO has recognized, the QI system improved the ability to
identify U.S. persons:

Compared to U.S withholding agents, IRS has additional assurance
that QIs are properly withholding the correct amount of tax on U.S.
source income sent offshore. Because QIs are in overseas
locations, they are more likely to have personal contact with NRAs
or other persons who may claim exemptions or treaty benefits than
would U.S. withholding agents. This direct relationship may
increase the likelihood that the QI will collect adequate account
ownership information and be able to accurately judge whether its
customers are who they claim to be.”

When it was first conceived, it was uncertain whether foreign banks would participate in
the QI system. However, substantial IRS efforts to explain the new system persuaded foreign
banks that if they did not participate they would face full 30% withholding on all interest and
dividends if they did not provide individual customer documentation. Providing individual
customer documentation, which would require disclosure of customer names to other banks and
in many cases would be impractical. In 2005, there were over 5000 QIs.*® An important
question is how much burden and rxsk of liability can be placed on QIs without causing material
participants to leave the QI system.’’

The inability of a withholding agent to pierce through layers of payees also has prompted
the bankmg 1ndustry to push for international adoption of rules that are structurally similar to the
QI system.”® Importantly, an informal business and governmental consultative group at the
OECD is considering the practicality of procedures to surmount one of the criticisms of the QI
regime, namely, that beneficial owner information is not made available to the source country
and is not readily usable by the country in which the investor resides. This is an important
project and deserves the strong support of the U.S. Government.

As noted above, the United States imposes little source taxation on investment income of
nonresidents. The ability of nonresidents to invest in U.S. fixed income and non-dividend paying

* See 1. R.S. Announcement 2008-98, 2008-44 IR B. 1087; L.R.S. Notice 2001-66; 2001-2 C.B, 396.
* GAO QI REPORT, supra note 16, at 12.

30 Testimony before the Senate Committee on Homeland Security and Governmental Affairs’ Permanent
Subcommitiee on Investigations Hearing on Tax Haven Financial Institutions: Their Formation and Administration
of Qffshore Entities and Accounts for Use by U.S. Clients (Ridy 17, 2008} (statement of Douglas Shulman
Commissioner of Internal Revenue) (hereinafter Statement of Douglas Shulman), at 6, available at
http://hsgac.senate.gov/public/_files/STMTShulmanIRSREVISED.pdf,

*' The GAO reports that 549 QI agreements have been terminated because of failures to satisfy agreed-upon
procedure (AUP) requirements since inception of the program and that 5% of the Qls account for 90% of the
withholding (based on data from the 2002 audit cycle, which may not be representative). GAO QI REPORT, supra
note 16, at 26 — 27.

* See ORGANIZATION FOR ECONOMIC COOPERATION AND DEVELOPMENT, CENTRE FOR TAX POLICY AND
ADMINISTRATION, REPORT ON POSSIBLE IMPROVEMENTS TO PROCEDURES FOR TAX RELIEF FOR CROSS-BORDER
INVESTORS, available ot http:/fwww.oecd.org/datacecd/34/19/41974569.pdf.

9.



equities and earn returns free from U.S. tax without reliance on a treaty (and treatment of a
foreign corporation as a beneficial owner), and the limits on enforcement jurisdiction over
foreign financial institutions creates an incentive for U.S. citizens and residents to masquerade as
foreign persons or invest through foreign corporations without reporting income under the CFC
and PFIC rules. It is feasible and important to take additional steps to frustrate evasion by U.S.
_persons

After 10 years of experience with the QI system, it likely is possible to enhance the scope
of responsibilities of a QI in relation to U.S. citizens and residents without causing foreign
financial institutions to forego acting as Qls. It is necessary, however, to recognize that these
institutions operate under the regulatory and legal regimes of their home countries. It will be
important for the IRS and Treasury to consult with these institutions and their home country
authorities to cause any new requirements to satisfy such laws. For example, it may be necessary
for U.S. customers to make limited waivers of electronic privacy or banking confidentiality laws
in order for the foreign bank to be able to provide information to the IRS.

The GAO Report highlights that substantial amounts of payments are made to unknown
recipients in various countries by both U.S. withholding agents and QIs. One would expect that
a substantial portion of these payments are made on foreign targeted “bearer” debt instruments as
to which beneficial owner information in not required to be provided to a withholding agent or
QI as discussed further below. “Bearer paper” is an anachronism; traded debt obligations are
recorded on book entry systems of clearing organizations and banks.*® The rationale for the rules
relating to bearer debt obligations, other than the fact that they have become embedded in the
Eurobond offering system, is that the foreign targeting procedures are an adequate defense
against U.S. tax evaders. These rules make it easier on banks and securities firms to deal with
such securities and that such securities are marketed in the same manner as bearer securities were
in the past. There is no government or QI related auditing of the processes designed to prevent
U.S. owners who are not exempt recipients from obtaining such securities. In my experience
foreign financial institutions’ back offices seem to have little understanding of the rules relating
to bearer debt obligations beyond the fact that that they must be disclosed in offering documents
for foreign targeted issues and that special notice rules apply to sales to U.S. persons. It should
be considered whether it is feasible to move these issues into the QI regime for registered
obligations.

The best failback is the ability to ask a treaty or TIEA partner for information.
Information authorized to be exchanged from government to government under treaties and
TIEAs is relatively unconstrained. With few exceptions, the U.S. practice has been to require
that information be obtained by a treaty partner without regard to local bank secrecy or similar
restrictions and be provided in a form admissible in court. When making requests of TIEA
partners that do not have an income tax, it is important for the IRS to provide those governments
with context for the information requests and explain what information is requested and why. In
my experience, such communication materially facilitates the ability of the foreign government
to assist.

% See NYSBA TAX SECTION REPORT ON ISSUES RELATING TO RESTRICTIONS IMPOSED ON OFFERS AND SALES OF
BEARER BONDS BY THE TaX EQUITY AND FISCAL RESPONSIBILITY ACT OF 1982 (“TEFRA”™) 5-8 (Oct. 1, 2007).
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With the preceding as background, I summarize several proposals for consideration that
are discussed at greater length in Part IV of this statement.

D. Summary of Proposals for Change

Certain proposals for reforming the U.S. reporting and withholding systems are set out
here and are examined in greater detail in Part II below. These proposals could be implemented
in the shorter term, and would aid the IRS in enforcement and reduce the opportunity for evasion
of taxes by U.S. persons. These proposals include:

» Revising the QI system to require QI information reporting on all accounts over a
reasonable threshold held by U.S. persons, including information reporting with respect
to payments to a closely-held foreign corporation in which U.S. beneficial owners hold
more than 10% of the company.

s Increasing IRS enforcement resources devoted to cross-border enforcement, including
resources to allow QIs to submit information clectronically.

» Considering prospective elimination of the foreign-targeted bearer obligation exception
to beneficial owner documentation or QI reporting (but retain the portfolio interest
exemption from withholding)., This would effectively require that participants in the
distribution and holding of foreign targeted debt be Qls.

‘¢ Expanding the network of treaties and TIEAs under which information may be
exchanged with respect to U.S. persons’ non-U.S. income and support collection and
sharing of tax information subject to accepted taxpayer information confidentiality
protections.

» Supporting OECD initiatives to identify and promote best practices for electronic
information exchange and procedures for implementing rate reductions at source.

Set out at the end of this testimony are long-term options for consideration as part of
international tax reform. These options are intended to take into account that technological
advancement may make it feasible to implement source taxation on a much more sophisticated
and nuanced basis than in the past. These options represent an exploration of opportunities to
increase the scope of source taxation of returns to capital in coordination with other countries in
a manner that more closely approximates the taxation of net income that was possible
historically. While this likely would reduce the incentives and opportunities for evasion by U.S,
- persons, the primary purpose behind such options would be a broader collection of tax revenue
from cross-border investment. Those options, discussed at the end of this testimony, must be
considered in light of economic conditions and ramifications for capital market and foreign
relations, as well as the feasibility of incorporation into the existing international financial
system.
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II. CURRENT LAW SOURCE TAXATION OF NONRESIDENTS® U.S.-SOURCE INVESTMENT INCOME.

A. Overview of U.S. Residence Taxation

The United States taxes the worldwide income of its resident aliens, citizens, and
domestic corporations. The United States then grants a credit against U.S. taxes, subject to
limitations, on net foreign-source income on which the taxpayer has paid or deemed to have paid
foreign income taxes. The general purpose of the credit system is to prevent double taxation,
which is why the foreign tax credit is limited to the amount of tax the United States would have
imposed on the taxpayer’s foreign source income in the same cate%ory. The rules for
determining the source of income are important under this regime.>*

One of the many ways that a U.S. person can eamn foreign source income is by owning
shares, directly or through a transparent entity, of a foreign corporation (meaning an entity
formed under foreign law and treated as a corporation for U.S. tax purposes). If the foreign
corporation’s income is not subject to one of the many anti-deferral rules, the income is not
subject to U.S. taxation until it is repatriated. In other words, income from dividends and
redemptions are included in a shareholder’s income under the same timing mechanisms as for a
domestic corporation unless an anti-deferral rule applies.”

Two of the main anti-deferral rules are subpart F (controlled foreign corporation (CFC)
rules) and the passive foreign investment company (PFIC) rules. A CFC is a foreign corporation
over half whose total combined voting power or total stock value is owned by one or more U.S.
persons, each of whom is considered to own at least 10-percent of the total voting stock.’® A
CFC’s “subpart F income™’ is imputed to such shareholders as ordinary income. If the
shareholder is a corporation owning at least 10-percent of the voting stock, then the sharcholder
can claim an indirect credit for foreign tax imposed on the CFC’s income.*®

A PFIC is a foreign corporation where 75-percent or more of its gross income is passive
_income or where 50-percent of its assets are classified as passive. A U.S. shareholder of a
PFIC must either make a qualified electing fund (QEF) election to be taxed currently on the

3 See JOHN P. STEINES, JR., INTERNATIONAL ASPECTS OF U.S. INCOME TAXATION 1 (2d ed. 2005); AMERICAN BAR
ASSOCIATION, REPORT OF THE TASK FORCE ON INTERNATIONAL TAX REFORM, 59 TAX LAW. 649, 692-672 (Spring
2006).

* See TR.C. §§ 301, 302.
* See 1LR.C. § 957.

37 “Subpart F income includes . . . foreign base company income. The central elements of foreign base company
income are (1) foreign personal holding company income, and (2) foreign base company sales and services income.”
See AMERICAN BAR ASSOCIATION, supra note 34, at 699-700. Foreign personal holding income generally includes
what is generally thought of as “passive” or investment income. i Generally, foreign base company sales and
services income includes sales and service income “where relatively little activity is conducted . . . within the
borders of a related base company’s residence.” STEINES, supra note 34, at 521,

% See LR.C. § 960.
¥ See LR.C. § 1297.
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PFIC’s income on a flow-through basis,* or report gain on disposition of the stock as ordinary
income with an interest charge designed to negate the benefit of deferral. Indirect foreign tax
credits on PFIC income are available to corporate shareholders that own 10-percent or more of
the PFIC.

B. Taxation of Nonresidents® U.S.-source Income: FDAP and ECI.

The ability of the United States to tax the investment income of non-U.S. persons is

“constrained by the scope of its jurisdiction and its interest in attracting foreign capital to the
United States. Because of the limitations on its jurisdiction, the United States taxes foreign
persons onty on U.S.-related income that has a U.S. source. Foreign persons that carry on a U.S.
trade or business are taxed on the net income that is effectively connected with that trade or
business (ECI). If a non-U.S. person is a resident of a country with which the United States has
an income tax treaty, that person’s income must be attributable to a so-called “permanent
establishment” in the United States for it to be subject to U.S. taxation.

Non-U.S. persons earning income not connected with a U.S. trade or business are taxed
on U.S.-source interest, dividends and other fixed or determinable, annual or periodical (FDAP)
income with a U.S. source at a rate of 30% (or a lower treaty rate) on the gross amount of the
income. Most gains on the sale of a security, other than a U.S. real property interest, are not
considered FDAP and are not taxed by the United States. Generally, payments of interest on a
debt obligation are deemed to have a U.S. source when the issuer of the debt is a U.S. tax
resident or a U.S. corporation.! Dividends are deemed to have a U.S. source when they are paid
by a domestic corporation.*? Within the scope of its taxing authority, the United States has made
a conscious decision to exempt broad categories of non-dividend payments to non-U.S. persons
of U.S.-source investment income from taxation.

C. U.S.-Source Interest.

The most significant of these exemptions for withholding are those for payments of bank
deposit and portfolio interest and payments of interest to foreign governments.

1. Bank Deposit, Short-Term and Portfolio Interest.

To encourage non-U.S. persons to use U.S. banks and savings institutions, the United
States has exempted interest carned by such persons on U.S. bank deposits from taxation® An
important exemption also exists for interest payments to foreign persons on obligations payable

" See LR.C. §§ 1293-1296.
A See ILR.C. § 861(a)(1).

* See LR.C. § 861(a)(2). Dividends from a foreign corporation can also be deemed to have a U.S. source. See
LR.C. § 861(a)(2). For example, dividends of a foreign corporation are treated as having a U.S. source ifa
significant portion of the foreign corporation’s income is treated as effectively connected with the conduct of 2 U.S.
trade or business. See LR.C. § 861(a)(2)(B).

* See LR.C. §§ 871(i)(2)(A); 881(d); CHARLES H. GUSTAFSON, ROBERT J. PERONI & RICHARD CRAWFORD PUGH,
TAXATION OF INTERNATIONAL TRANSACTIONS at Y4035(a) (3d ed. 2006).
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183 days or less from original issue.** Similarly, a more general statutory exemption for interest
‘payments on portfolio indebtedness received by non-U.S. persons makes lending to U.S. persons
more attractive.*

In repealing the tax on portfolio interest, Congress was concerned that the unilateral
exemption would facilitate tax evasion by U.S. persons.”® Congress included several restrictions
on the portfolio interest exception in order to prevent such evasion that depended primarily on
whether the interest was paid on a registered or bearer obligation.

a) Registered obligations.

As discussed in greater detail below, under those restrictions the payor of interest on a
registered obligation®” must receive a statement that the beneficial owner of the obligation is a
non-U.S. person in order for the payment to qualify for the exemption from withholding for
portfolio interest.*®

b) Bearer obligations.

Payments of interest on an obligation that is not in registered form (that is in bearer form)
are only exempt from taxation as portfolio interest if there are arrangements reasonably designed
to prevent the sale or resale of the obligations to U.S. persons, interest on such an obligation is
payable only outside the United States, and there is a statement on the face of the obligation to
the effect that any U.S. person who holds the obligation will be subject to limitations under U.S.

* The exemption arises from a convoluted chain of statutory definitions. See DAVID C. GARLOCK, FEDERAL
INCOME TAXATION OF DEBT INSTRUMENTS 9 19056 (5th ed. 2007).

* This exemption is subject to several limitations. For example, interest received by a 10% shareholder of the issuer
is not exempt from taxation. See LR.C. § 871(h)}(3). The same is true for interest received by a controlled foreign
corporation from a related person, See LR.C. § 881(c)(3)(C).

4 My co-authors and I observed in 2002,

[tThe exemptions for bank deposit and portfolio interest have traditionally been justified
by the argument that the imposition of a tax on the gross amount of interest income in a
liquid capital market with ready alternative investments would resull in the burden of the
tax being borne by U.S. borrowers (including the U.S. government) through higher
interest rates. Whether such an effect would arise with respect to-non-U.S. persons
" resident in treaty countries who are already entitled to reduced rates of tax on interest

payments without any statutory exception is not clear. Nevertheless, this concern reflects
a widespread international reluctance to tax interest from unrelated foreign payors.

Stephen E. Shay, J. Clifion Fleming & Robert J. Peroni, The David R. Tillinghast Lecture "Whai's Source Got to Do
With It? ” Source Rules and U.S. International Taxation, 56 TAX L. REV, 81, 122-23 (2002).

" A obligation is in registered form if (i) it is registered as to both principal and any stated interest with the issuer
{or its agent) and transfer of the obligation may be effected only by surrender of the old instrument and either the
reissuance by the issver of the old instrument to the new holder to the issuance by the issuer of a new instrument tot
“he new holder; or (it) the right to the principal of, and stated interest on, the obligation may be transferred only
through a book entry system maintained by the issuer (or its agent); or (iii) the obligation is registered as to both
principal and any stated interest with the issuer (or its agent) and may be transferred through both of the methods
described in (i} and (ji) above. Treas. Reg. § 5£.103-1(c)(1); see also LR.S. Notice 2006-99, 2006-46 LR.B. 907.

8 See LR.C. §§ 871(h)(2)(B)i); 881(d).
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_income tax laws.* In addition, in enacting the portfolio interest exception, Congress gave the

LR.S. authority to exclude from that exception payments of interest to individuals resident in
countries with which the United States has information exchange inadequate to prevent tax
evasions by U.S. persons.®® Enforcement of the limitations on the portfolio interest exception
has been difficult, as discussed below,

2. Investment income paid to foreign governments.

Foreign governments benefit from a special statutory exemption from taxation for income
that is reccived from passive investments.”' This exemption goes beyond that available for
portfolio interest. Income that a foreign government receives from U.S. stocks, bonds or other
securities, financial instruments held in the execution of governmental financial or monetary
policy and bank deposit interest is generally exempt from the 30% (or lower treaty rate) tax on
FDAP income.” Like the exemption for portfolio interest, the foreign government exemption
was enacted to encourage foreign investment in the U.S. at a time when the U.S. was in need of
financing.® The exemption for foreign governments is not required under principles of
‘sovereign immunity, as such immunity has generally been limited “to cases where a foreign
government (or a government-owned entity) is acting in a ‘sovereign’ capacity, as opposed to in
a private or commercial c;apacity.”54 Indeed, the foreign government exception does not apply to
income derived from the conduct of any commercial activity that is received by or from a
- controlled commercial entity or that is derived from the disposition of any such entity.>® Foreign
governments benefit from special investment and trading exceptions to the commercial activities
rules, although “[t]hese important exceptions to the definition of ‘commercial activities’
generally are not available in respect of activities under taken as a dealer, or investments
(including loans) made by a ‘banking, financing or similar business.”® The exemption from
gross taxation of passive investment income of foreign governments has facilitated the
tremendous investment in the U.S. by foreign governments and sovereign wealth funds.’

4 See LR.C. §§ 871(h)(2)X(A); 881(d); 163(H(2XB).

%0 See LR.C. § 871(h)(6). This authority has not been used and, in light of gross-up clauses in debt indentures, might
bave unforeseen conseqguences if exercised.

3! See IR.C. § 892.
52 See id.

53 See NEW YORK STATE BAR ASSOCIATION TAX SECTION, REPORT ON THE TAX EXEMPTION FOR FOREIGN
SOVEREIGNS UNDER -SECTION 892 OF THE INTERNAL REVENUE CODE 5 (June 2008), available at:
hittp:/forww.nysba.org/Content/ContentFolders20/TaxLawSection/ TaxReports/1157rpt.pdf.

% Id at 4.
* See IR.C. § 892(b).

% NEW YORK STATE BAR ASSOCIATION TAX SECTION, supra note 53, at 20 (citing Treas. Reg. § 1.892-4T(c)(1)(ii));
see also Treas. Reg. § 1.892-4T.

%7 The Chinese govemnment, with approximately $1 trillion invested in U.S. Treasuries, is the largest holder of U.S.
government debt. See, e g, Michael Wines, China’s Leader Says He is ‘Worried’ Over US. Treasuries, NEW YORK
TiMES (March 13, 2009). Sovereign wealth funds have invested hundreds of billions of dollars in the U.S. See, e.g.,
NEW YORK STATE BAR ASSOCIATION TAX SECTION, supra note 53, at 23.
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D. U.S.-source portfolio dividends.

Payments of dividends to non-U.S. persons that are treated as income from sources
within the United States are generally subject to the gross tax on FDAP income.”® Under most
treaties, the tax is reduced from 30% to 15% on portfolio dividends.”

E. Gains from personal propetty.

Although dividends paid by a U.S. corporation to a non-U.S. person are subject to
taxation, the gain from the sale of securities in that U.S. corporation generally is not taxed if that
gain is not effectively connected with a U.S. trade or business (or deemed to be if the stock is a
U.S. real property interest). Unlike the case with portfolio interest, which benefits from an
exception to the gross tax on FDAP income, gains received by a non-U.S. person from the sale of
personal property (other than U.S. real property interests) are generally not subject to U.S.

federal income taxation because they are not treated as FDAP income in the first place.60 Thus,

capital gains realized by foreign persons from the sale of U.S. stocks and securities that are not

. effectively connected with a U.S. trade or business are not subject to taxation.

The decision not to tax capital gains seems to rest largely on considerations of
administrative feasibility as, absent knowledge of a taxpayer’s basis, the United States would not
be able to determine the correct amount of gain subject to taxation.”’

F. Notional principal contracts.

Just as the exemption of capital gains from treatment as FDAP income was the product of
administrative concerns, the taxation of income from notional principal contracts (“NPCs”™),
commonly known as “swaps” reflects a similar compromise that is not necessarily related to the
limitations on U.S. jurisdiction or the need for foreign investment. Income from NPCs is not
treated as FDAP subject to taxation because NPC payments generally are sourced according to
the residence of the payee.®? Therefore, a payment on an NPC from a U.S. person to a foreign
person is considered to have a foreign-source. These sourcing rules do not reflect any clear
policy regarding the sourcing of income, but rather reflect an administrative solution to the
difficulty of determining the nature of the income arising from a swap.

% See 1LR.C. § 871(a}1)(A). There are exceptions to this rule. 1f a U.S. corporation receives at least 80% of its
gross income from the active conduct of a foreign trade or business, a portion of dividends paid by that corporation
will not be subject to taxation. See LR.C. § 871(1))}(2)}(B).

%% Art, 10, U.S. Model Income Tax Convention on . . . (Nov. 2006).
% See Treas. Reg. § 1.1441-2(b)(2).

®! The historical justification for excluding capital gains from the definition of FDAP is based largely on the
practical difficulties of withholding tax on a net basis, not on notions of fairness or equality in our treatment of U.S,
and non-U.S. payees. Shay, Fleming & Peroni, supra note 46, at 122,

2 See Treas. Reg. § 1.863-7(b)(1).
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III. ADMINISTRATION OF RESIDENCE AND SOURCE TAXATION OF INVESTMENT INCOME.

A. Defending residence taxation of investiment income,

The United States has two parallel systems for enforcing the payment of tax at the source
by its residents and non-residents earning U.S.-source income. The enforcement of tax on non-
‘wage income of U.S. residents focuses primarily on information reporting, with a backup
withholding system designed to assure that the IRS obtains a correct TIN and therefore is able to
match information on income paid to U.S. residents with their tax returns. Conversely, the basis
of enforcement of tax on U.S.-source income of nonresidents focuses primarily on withholding at
the source as a result of the United States’ limited jurisdiction to enforce payment of tax by
nonresidents. However, the withholding system for non-residents is strewn with exemptions (see
below), and the interplay of the two systems in the context of international transactions and
banking has presented opportunities for tax evasion by U.S. residents. As an initial matter, a
brief summary of the two systems of enforcement in helpful in giving context to the problems
and proposed solutions faced in this arena.

1. Information reporting and exempt recipients.

The purpose of the U.S. information reporting regime is to promote compliance with tax
rules. Every person engaged in a trade or business in the U.S. must file certain information
returns and payee statements with the IRS (these encompass both Forms 1099 and Forms W-Z).63
Payee statements are statements that must be given to the taxpayer to enable him to file his own
income tax return accurately and timely.** Most information returns have a corresponding payee
statement, and the data required to be provided on each is generally identical.

The largest exception to the information reporting requirements are for payments made to
exempt recipients. Exempt recipients include corporations, exempt organizations, individual
retirement plans, the U.S. government, a state or U.S. possession government, a foreign
government, an international organization, a foreign central bank of issue, the Bank for
International Settlements, or any wholly-owned agency or instrumentality of the above.”® These
rules exclude payments to corporations in general, regardless of their jurisdiction or beneficial
ownership.

2. Documentation and back-up withholding.

In certain circumstances, payors of non-wage income must withhold against payments to
U.S. persons under the backup withholding rules of section 3406. Congress adopted the backup
withholding system largely to prevent domestic taxpayers from failing to pay taxes on certain
types of income, such as dividends and interest.® In contrast to withholding on payments to
foreign persons described above, section 3406 is not aimed at foreign taxpayers, but is instead
meant to be a collection mechanism for domestic taxpayers.

 See LR.C. § 6041; Treas. Reg. §§ 1.6041-1, 1.6041-2,

& See LR.C. §§ 6041-6050T

% Treas. Reg. § 1.6041-3(p).

% See JOEL D. KUNTZ & ROBERT J. PERONI, U.S. INTERNATIONAL TAXATION 1 C2.08 (1991 & Supp. 2008).
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Backup withholding is required on certain “reportable payments” made to payees for
whom an information return was filed which had either a missing (none provided by payee or has
invalid characters such as alphas or hyphens) or an incorrect taxpayer identification number
(name/number combination does not match IRS or SSA files). The rate for all backup
withholding is currently 28%.57

A payor can eliminate the need for backup withholding by requiring that the payee
furnish the payee’s taxpayer identification number and, in the case of dividends and interest,
certify that backup withholding does not apply because of prior underrceporting.68 This is
typically achieved by obtaining an IRS Form W-9 from the payee. Alternatively, if a payee is a
foreign person, the payee can provide documentation of foreign status as described below.
Importantly, if a payor is subject to withholding obligations under section 1441 (or any other
provision of the Code) backup withholding does not apply %

The combination of information reporting and backup withholding is designed to ensure
that U.S. persons pay an appropriate amount of tax on investment income, by giving the IRS
sufficient information needed to audit payments or requiring collection of the tax at the time of
payment.” Although designed for domestic taxpayers, backup withholding plays a role in
certain international transactions.”’ U.S. payors and certain non-U.S. payors who are qualified
intermediaries as described below must back-up withhold in circumstances where a person is
considered a U.S. person. However, because the information reporting and backup withholding
regimes are narrower in the case of transactions involving foreign financial institutions making
payments outside the United States in respect of foreign accounts, certain U.S. persons have
taken advantage of the divergence of application of these rules by using foreign accounts and

other offshore arrangements to circumvent the U.S. reporting and backup withholding regimes.”

& See LR.C. § 3406 (imposing a 28% withholding tax, calculated with reference to LR.C. § 1(c)). Pursuant to the
Economic Growth and Tax Relief Reconciliation Act of 2001, the withholding rate declined to 28% in 2006 and
thereafter. See Pub. L. No. 107-16, § 101(c)}(10), 115 Stat. 38, 44 Under the sunset provision of that act, the rate
reverts to 31% (the rate before the 2001 Act went into effect} in 2011. See Pub. L. No. 107-16, § 901, 115 Stat. 38,
150.

% See LR.C. §8 3406(a)(1)(A), 3406(a)(1)(D).
 See LR.C. § 3406(g)(2).

. ™ See JOINT COMMITTEE ON TAXATION, SELECTED ISSUES RELATING TO TAX COMPLIANCE WITH RESPECT TO
‘QFFSHORE ACCOUNTS AND ENTITIES, JCX-65-08 at 19-24 (2008).

7! See Lynnley Browning, Pressured by LR.S., UBS Is Closing Secret Accounts, N.Y. TIMES, Jan, 8, 2009, at B1.

72 See JOINT COMMITTEE ON TAXATION, supra note 70, at 25-26. See also Cynthia Blum, Sharing Bank Deposit
Information With Other Countries: Should Tax Compliance or Privacy Claims Prevail?, 6 FLA, TAX. REV. 579, 590-
602 (2004) (describing tax evasion by U.S. persons through offshore arrangements). Backup reporting is not
required if foreign source income is paid outside the United States by someone who is not a 1.8, payor or
middleman. Treas. Reg. § 1.6049-5(b)(6). For “backup” withholding, a 1.8, payor or middleman includes (I) a
foreign corporation that is a controlled foreign corporation, (2) a foreign partnership if, during its tax year, either
U.S. persons hold more than fifty percent of the interest in its income or capital or it is engaged in the conduct of a
trade or business in the United States to any extent, (3) a foreign person if fifty percent or more of its gross income
for three tax preceding years is ECI, and (4) the United States branch of a foreign bank or foreign insurance
company. Treas. Reg. § 1.6049-5(c)(5)(i). Anamount will not be considered paid outside the United States for this
purpose if the financial institution’s customer has communicated with an agent, office, or branch of the financial
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B. Overview of collecting tax on foreign persons at source by withholding.

As mentioned above, a separate enforcement regime has been developed to enforce
payment of tax on U.S.-source FDAP income of non-U.S. persons. Sections 1441 and 1442 of
the Code contain detailed rules for the collection of withholding tax at the rates described in
Section II above. This internationally-accepted system of having the payor withhold a gross
basis tax at source addresses directly the inability of the source country to collect the tax imposed
on income of a nonresident.

1. Who is a withholding agent.

The Code adopts a broad definition of “withholding agent™ for purposes of these rules. A
withholding agent is any person, whether a U.S. or a foreign person, that has the control, receigt,
custody, disposal, or payment of an item of income of a foreign person subject to withholding.”
The term is defined to include every person in the chain of custody of a payment, not simply the
last person to have control of a payment before it is paid to a foreign person. Generally, a person
who has custody or control over income and is not acting on behalf of their own account is a
potential withholding agent. This is true regardless of whether the person is a natural or legal
person or is within or outside the United States.” Thus, the joint and several liability of the
withholding agent for the tax to be withheld enables the United States to enforce source taxation
of payments to those outside its jurisdiction.

2. Income Subject to Withholding and Exceptions

The non-resident alien withholding tax generally applies to all payments to foreign
persons of U.S.-source FDAP income, as defined in Section II above.” This generally includes
all U.S.-source income unless an exception applies. The withholding rules exclude several
important items realized by nonresidents from U.S. investments. The exceptions for certain
interest and gains apply to all non-residents regardless of their domicile or residency jurisdiction.
Thus, no treaty or bilateral agreement is required before a non-U.S. person can take advantage of
these broad exceptions if the non-U.S. person is the beneficial owner of the income and then
establishes his or its foreign status. However, if a particular payee falls outside the statutory
exemptions, the rate of withholding may vary depending on the residency of the payee, whether
the payee can take advantage of reduced rates of withholding under a treaty, and the extent of
reduction or exemption contained in the treaty.

institution from within the United States (including by mail, telephone, or electronic communication) concerning the
account in more than “isolated and infrequent” circumstances. Treas. Reg. § 1.6049-5(e)(2).

? Treas. Reg. § 1.1441-7(a)(1).
™ See MARNIN J. MICHAELS, INTERNATIONAL TAXATION: WITHHOLDING 12.10 (2008).
" See id. at ch. 2,
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3. Documentation.

A withholding agent generally withholds tax on a payment unless the foreign person
evidences its eligibility for relief from withholding tax.” The documentation required to prove
foreign status or to qualify for the portfolio interest for accounts with U.S. financial institutions
held directly by non-U.S. persons consists of a Form W-8 completed under penalties of perjury.
For foreign accounts, regulations under section 1441 (1) shift the burden of investigating
beneficial ownership from U.S. custodians to foreign financial institutions with actual customer
interface, and (2) provide clear rules requiring withholding in the absence of documentation.”’
The centerpiece of these regulations is the QI regime described in Section C below.

C. Addressing the realities of global capital markets: The Ol Régime.

1. Overview of custody and payments systems.

The development of interlinked clearance, settlement and custodial systems adds to the
‘complexity and interrelationships of financial institutions across national boundaries. " For
example, many foreign financial institutions utilize local custodians to hold securities in a
particular jurisdiction.” Many institutions will also aggregate client accounts by region, utilizing
an omnibus account with a single custodian who then contracts with local custodians for each
jurisdiction or region of the securities held in the omnibus account.®® It is because of the system
of omnibus accounts, tiered custodial relationships, and need for intermediary banks to execute
cross-border transfers of assets, that the need for the QI regime arose.

7 See LR.C. § 1441(a); Treas. Reg. § 1441-1(b).

7 See Treas. Reg. § 1. 1441-1(e)(5). Before the 1997 withholding regulations were finalized, the portfolio interest
rules required that a Form W-§ be provided from the beneficial owner of the income. See Treas. Reg. § 352.9999-5
(1997).

”® For a general overview of the international payments, clearance and settlement systems, see HAL S. SCOTT,
INTERNATIONAL FINANCE chs. 9-10 (14th ed. 2008). Although the U.S. systems of transfers, Fedwire and CHIPS
play a key role in international financial transactions, other countries systems generally must be used in conjunction
with U.S. systems, and, at a minimum, a transaction requires both an originating bank and a receiving bank. The
receiving bank might be in the recipient’s jurisdiction, or a regional banking center. If the latter, a second transfer is
generally required, typically on a separate payments system. For example, a payment made by a payor in the United
States to a recipient in France might proceed using an intermediary bank as follows: (i) a transfer is first made from
the United States by the originating bank (*USBank”) to the New York branch of a major European bank
headquartered in London (“EuroBank™}, using CHIPS; (ii) EuroBank makes an in-house or correspondent transfer
on its internal system transferring the value to its London branch; and (jii) the London branch of EuroBank then
transfers the funds to the recipient’s local bank, (“ParisBank™), via the E.U. Interbank Funds Transfer Services.
From a U.S. withholding tax perspective, there are three potential withholding agents, USBank, EuroBank, and
ParisBank. Only ParisBank has direct access to the identifying information of the account holder, but it probably is
outside the enforcement jurisdiction of the U.S.

7 See SCOTT, supra note 78, at Ch. 10.
5 See id.

=20-



2. Overview of the QI system.

The final withholding regulations implementing the QI
regime effectively shifted the burden of documentation to foreign
financial institutions wherever possible.®!

a) Who qualifies?

Generally, a QI is a non-U.S. financial institution that is subject to know-your-customer
rules that have been approved by the Service and has entered into a contractual agreement with
the Service to report annually certain aggregate information concerning the beneficial owners of
U.S.-source payments and to make any necessary tax payments.”* The QI must agree to engage
an external auditor to verify that it is in compliance with the QI agreement.®® In return, the QI
avoids the burden and competitive drawback of forwarding documentation with respect to each
customer that is a beneficial owner of U.S. income subject to withholding to a U.S. withholding
agent in order to claim reductions in the U.S. withholding tax. The QI, however, must identify
U.S. customers that hold accounts covered by the QI agreement.  There are special rules
permitting a QI that discovers a U.S. person in such an account to avoid disclosure of the person
to the Service if back-up withholding is imposed with respect to the assets in the account
(including on gross proceeds).®

8! See T.D. 8734, 1997-44 LR B. 5. As my co-authors and I have described:

[tThis sitvation was ignored for many years, in part because the U.S. custodian
faced the unpalatable choice of either withholding a tax that in most cases would
not be appropriate {(because the vast preponderance of the foreign financial
institution’s customers were foreign) or losing the account to another custodian
that would accept the Form W-8. The situation eventually became intolerable,
even though the probability of attack by the Service was low, because the level
of tax risk to the custodians far exceeded profits from the business.
Significantly, the final repulations eventually provided rules for nonqualified
intermediaries to be able to supply the required decumentation in a manner that
did not expose foreign customers to backup withholding if they did not disclose
their identities. This significantly relaxed potential pressure on the intermediary
financial institutions. ‘

Shay, Fleming & Peroni, supra note 46, at 124 n_ 160 {citing Stephen E. Shay, Leonard Terr, Thomas O’Donnell &
"‘Percy Woodard, Proposal: Alternative Portfolio Documentation Procedures 2-3 (July 8, 1992) (describing issues

faced by U.S. custodial banks holding omnibus accounts for foreign financial institutions} (unpublished manuseript,
" on file with the Tax Law Review)).

¥ See Treas. Reg. § 1.1441-1(e)(5).

%3 See Rev. Proc. 2002-55, 2002-35 LR.B. 435 (providing final audit guidelines for external audits of QI compliance
with QI agreement documentation procedures).

# See Rev. Proc. 2000-12, 2000-1 C.B. 387 (Model Agreement § 2). A foreign financial institution that executes a
QI agreement does not have 1o identify U.S. customers that hold accounts not covered by the QI agreement. Id at
§ 6.04.

% Seeid.
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b) What accounts are covered?

The QI’s responsibilities apply only to those accounts it has with a withholding agent and
that it has designated as accounts for which it acts as a QI. A QI is not required to act as a QI for
all accounts that it holds, but if it designates an account as one for which it will act as a QI, it
must act as a QI for all payments made to that account.® Asa practical matter, a QI that utilizes
omnibus custodial relationships as described above may not be able to “opt-out” of QI treatment
on an account by account basis, thus becoming a withholding agent with respect to both U.S. and
non-U.S. account-holders held through a single omnibus account.

c) What documentation is required?

In order to reap the benefits of the QI system, a financial institution must have the ability
to reliably correlate reportable payments (or amounts) with documents substantiating of the
identity of its account holders. Accordingly, a QI must collect, review and maintain
documentation pursuant to section 5 of the Model Agreement and, in the case of direct account
holders, in accordance with applicable know-your-customer rules.*’

If the account holder provides a valid Form W-8 (other than Form W-8IMY) or valid
documentary evidence that supports the account holder’s status as a foreign person, a QI is
permitted to treat a foreign account holder (including an account holder that is a collective
investment vehicle) as the beneficial owner of a payment. *® Such documentation enables a QI to
treat a documented foreign account holder as entitled to a reduced withholding rate unless the
account holder is a bank, broker, intermediary, or agent. As a result of these rules, if a direct
foreign account holder is the beneficial owner of a payment, a QI can effectively shield the
account holder’s identity from U.S. custodians.®

d) What are the QI’s duties in relation to a QI account?

Depending on who the beneficial owner of assets is, the U.S. imposes one of the two
types of withholding tax discussed above which the QI must withhold (or arrange for another to
withhold) and submit to the IRS: non-resident withholding tax for beneficial owners that are non-
U.S. persons and backup withholding under section 3406 for certain improperly documented
accounts of U.S. individuals or other presumed to be individuals.*

% See id: see also DENIS A. KLEINFELD & EDWARD J. SMITH, LANGER ON PRACTICAL INTERNATIONAL TAX
PLANNING ch. 78 (4th ed. 2004 of Supp. 2007).

% For a detailed description of the documentation requirements of QIs, see Marnin J. Michaels, David M. Balaban,

- Philip Marcovici, Thomas A. O’Donnell & Peter J. Connors, Nine Months of Working with The OI Agreement: What

 Has The IRS Wrought? 11 J. INT’L TAX’N 4 (2000).

% «“Valid documentary evidence” is defined as: (i) any documentation obtained under the appropriate know-your-
customer ruies, (ii) any docementation described in Treas. Reg. § 1.1441-6 that establishes entitiement to a reduced
withholding rate under an income tax treaty, or (iii) any documentation described in Treas. Reg. § 1.6049-5(c) that
establishes an account holder’s status as a non-U.S. person for purposes of the Code. See Rev. Proc. 2000-12,
2000-1 C.B. 387 (Model Agreement, § 2.12).

¥ Michaels, Balaban, Marcovici, O’Donnell & Connors, supranote §7, at 9.
* Id. at 6.
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The final withholding regulations contain at least three important concessions to limit the
identification of the ultimate foreign account holders and the requirements for information
reporting or disclosure.”’ The concessions are meant to avoid administrative burdens and excess
withholding (and the resulting need to for a foreign investor to file a U.S. tax return to claim a
refund), and refiect the strength of the tension between the desire to assure relief is only granted
where appropriate and the efficiency of capital markets.

First, the regulations treat a foreign corporation as the
beneficial owner of its income, irrespective of whether it is located
in a tax haven, and its owner(s) need not be identified.” Although
this may seem a strange concept to many foreign bankers who
view the shareholder as the beneficial owner under know-your-
customer rules, it is consistent with U.S. tax principles. This was a
significant decision by the Service to limit the extent fo which the
withholding tax rules would be used as a means to catch U.S. tax
evaders (or to obtain information that could be exchanged with
treaty partners regarding their residents’ investments in U.S.
securities through offshore entities).

Second, the regulations employ so-called presumption rules
to permit a withholding agent to presume that an investor is a
foretgn person and thereby avoid imposition of back-u
withholding in the absence of documentation of foreign status.”
This permits a presumptively foreign payee to accept a 30%
withholding tax on income (instead of 28% withholding on gross
proceeds under the backup withholding regime) as the sole price
for not providing withholding documentation. The absence of
exposure to backup withholding is a significant structural element
of the withholding rules. Non-U.S. investors seeking
confidentiality (and presumably tax-evading U.S. investors as
well) may use a foreign tax haven corporation as a private
investment company to hold equity securities and thereby only

?! See Shay, Fleming & Peroni, supra note 46, at 125-26.
%2 Treas. Reg. § 1.1441-1{c)(6).

 Treas. Reg. § 1.1441-1(b)(3)(iii)(D). The final withholding tax regulations have carefully avoided applying back-
up with-holding on gross proceeds in such a way as would compel disclosure of the identity of investors, whether
11.5. or foreign, that are not direct payees. For example, if a Cayman Islands limited partnership provides a
withholding exemption foreign partnership certificate {generally on a Form W-8IMY) to a U1.S. withholding agent
without documentation from its partners, the U.S. withholding agent must presume that the undocumented investors
are non-U.S. payees and withhold 30% of income subject to withholding if paid to a foreign person. Treas. Reg.

§ 1.1441-5(d)(3). The non-1).S. payee presumption, however, insulates that investor from back-up withholding on
gross proceeds, which does not apply to payments to foreign persons. See, e.g., Treas. Reg. § 1.6045-1(g)(1)(i} (and
cross-references) for this conclusion. The U.S. withholding agent must report to the Service on Form 1042-S the
amount paid to an undocumented foreign payee. See Treas. Reg. § 1.1461-1(c). If a foreign partnership is
organized in a tax haven and is not tax-resident in a country with a treaty with the United States, there is no way to
relate the Form 1042-S information to the nondisclosed partners.
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suffer 30% withholding tax on dividends in order to avoid
disclosure of their identities to the Service.® If the average
dividend return on a broad range of equities is 3%, then the
withholding tax is 90 basis points. The marginal cost of
nondisclosure under these assumptions is only 45 basis points
when the 30% withholding rate is compared with a treaty rate on
dividends of 15%.” The calculus for the confidentiality-minded
investor would be dramatically different if the threatened
withholding were 30% of gross proceeds from the sale of
securities.

Third, as discussed above, the final withholding tax
regulations provide that a foreign beneficial owner customer of a
QI may claim exemption from withholding on interest without
disclosing her identity to the Service (or the U.S. withholding
agent).96

Even with these concessions, the introduction of the QI system and the new withholding
regime took a first step towards defending against U.S. taxpayers taking advantage of source tax
exemption.97

D. Information Exchange Under Treaties and TIEAs.”

As discussed above, the QI regime is not the primary system that the United States uses
to enforce its tax laws outside its borders — nor was it ever meant to be. Because of the limits of
U.S. jurisdiction, international cooperation is necessary to the effective administration of U.S.
tax law overseas. Such cooperation is achieved through two mechanisms: income tax treaties
and tax information exchange agreements (“TIEAs™). Although other enforcement tools are
available, they are often more cumbersome and less effective that tax treaties and TIEAs.”

" AU.S. tax evader resident in the United States might arrange with a fiduciary in a country with confidentiality
protections to organize a corporation to hold investment assets. Although a U.S. tax evader resident outside the
United States might be presumed to avoid contacts with treaty countries that could {and would) exchange
information with the United States if requested, it is not beyond imagination that a U.8. citizen resident, but not
ordinarily resident, in the United Kingdom (and therefore taxed on a remittance basis) would hold investments,
including U.S. securities, through a corporation organized in a tax haven. In this case, the United Kingdom would
not have information in its files to exchange with the United States that would link the U.S. citizen with the

" investments.

% OECD Model Tax Convention, n. 62, art. 10(2)(b), 1 Tax Treaties (CCH) P 10,507.
% Shay, Fleming & Peroni, supra note 46, at 125-27.
% See id. at 127.

?* 1 would like to thank Luca Deli’ Anese and Benjamin Rogers for their research regarding the issues discussed in
this Section.

* One alternative is to request information under a Mutual Legal Assistance Treaty (“MLAT”). See LR.S. Manual

§ 9.4.2.6. However, even if the U.S, has signed an MLAT with the country from which it wishes to request
information, an MLAT only applies to U.S. criminal violations specifically listed in the MLAT. See id Requests
for information under an MLAT also must be approved by several IRS officials, and they must then go through the
U.S. Department of Justice, as the U.S. Attorney Genera! is the competent authority under MLATs. See id. 1.8, tax
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TIEAs and tax treaty requests usually go directly from U.S. tax authorities to the other country’s
competent authority. Most treaties and TIEAs bypass bank secrecy and apply at ail stages of a
civil or criminal tax case.

There are three types of tax information exchange that can occur under TIEAs or
information exchange articles in tax treaties.

1. Automatic exchange.

The first, “automatic exchange of information,” also known as “routine exchange of
information,” usually involves information about many individual cases of the same type
transmitted between countries on a routine basis.’® The information is normally about items of
income arising in the country transmitting the information (typically interest, dividends, or
royalties) as to which there is information reporting in that country.'” Thus, for example, as
discussed further below, the United States routinely exchanges information regarding interest,
dividends and royalties paid to nonresidents reported on Form 1042-S with treaty partners.

2. Specific exchange.

The second, “exchange of information on request,” also known as “specific exchange of
information,” occurs when the competent authority of one country requests particular
information regarding specific taxpayers from the competent authority of the other country.'®

3. Spontaneous exchange.

The third type of information exchange is “spontaneous exchange of information,” which
occurs when one country obtains information in administering its own tax laws, recognizes that
the information will be of interest to a treaty or TIEA partner, and spontaneously transmits the
information to that country.'®

authorities can also use letters rogatory for gathering tax information from foreign countries. A letter rogatory,
when used by the U.S. aunthorities, is a request made formally by a U.S. federal court to a foreign court asking the
foreign court to summon and examine a witness and transmit the witness’s testimony for use in a U.S. court
proceeding. See LR.S. Manual § 35.4.5.3.2. With a few exceptions, most foreign courts only will release evidence
in response to letters rogatory in the post-indictment or post-complaint stage of a case. See ILR.S. Manual

§ 9.4.2.6.4. Foreign courts also may refuse to cooperate with a letter rogatory for a variety of reasons under local
law, such as bank secrecy or a general policy of not honoring letters rogatory regarding tax or fiscal matters. See
LR.S. Manual § 35.4.5.3.2. Many countrics also have varying requirements as to whether letters rogatory shouid be
sent through diplomatic channels or directly from court to court. See id A third alternative in civil tax cases is to
use a letter of request under the Hague Evidence Convention. See Convention on the Taking of Evidence Abroad in
Civil or Commerciat Matters, July 27, 1970, 23 U.S.T. 2555, 847 UN.T.S. 231. However, the difficulties of letters
rogatory often remain for letters of request. Also, many jurisdictions are not signatories to the Hague Evidence
Convention and many civil law countries that are signatories hold the view that tax matters are not within the scope
of the convention. See LR.S. Manual § 35.4.5.3.3.

1% See 1.R.S. Manual § 4.60.1; Statement of John Harrington, supra note 23.
1% See 1.R.S. Manual § 4.60.1.

192 See id.

103 Id
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Both routine and spontaneous information exchanges normally are done on a reciprocal
basis, that is, routine and spontaneous exchanges normally would not be made with a country
that would not reciprocate or be in a position to reciprocate. Tax treaties generally permit all
three types of information exchange, laying the groundwork for broad information exchange
without limiting the form and manner in which such exchange can take place, while TIEAs often
are limited in scope to exchange of information on request.

E. FBARs.

The importance of tax information exchange has only been highlighted by the recent
experience with Report of Foreign Bank and Financial Accounts forms (“FBAR”). The FBAR is
a form that is filed with the Department of Treasury separately from an individual’s tax return.
U.S. citizens and residents and persons in and doing business in the U.S. who have a financial
interest in or signature or other authority over any foreign financial accounts are generally
required to file an FBAR if the aggregate value of such accounts exceeds $10,000 at any time
during a calendar year."™ FBARs report foreign account numbers, types, and values.'” The
penalties for failing to file the FBAR are stiff: criminal penalties for willfully failing to file an
FBAR include a maximum fine of $250,000 or 5-year imprisonment.'® If the failure to file is in
connection with a pattern of other illegal activity involving more than $100,000 in a 12-month
period, the maximum fine goes up to $500,000 or 10-year imprisonment.'”’ There are also
criminal penalties for filing a false FBAR and civil penalties may apply. Although the number
of FBARSs received increased nearly 82% from 2001 through 2007, compliance as of 2002 was
roughly estimated at less than 20%." A review of applicants coming forward in the Offshore
Voluntary Compliance Initiative (“OVCI”), which attempts to bring taxpayers hiding funds
offshore into compliance, also indicates a high level of noncompliance, although some of that
noncompliance may be due to confusion or a lack of awareness.'”

* # *

V. POLICY ISSUES AND RESPONSES

A. Short-Term Defenses Against U.S. persons Masquerading as Foreign Persons

In considering proposals that would affect the securities markets, it is important that the
IRS follow its usual practice of consulting market participants to avoid actions that would disrupt
markets. The criteria that should be used to evaluate these short-term proposals include an

1% See TD F 90-22.1, Report of Foreign Bank and Financial Accounts (2008).
195 See id,

196 See 31 U.S.C. § 5322 (2006).

197 See id.

1% JOINT COMMITTEE ON TAXATION, supra note 70, at 19-20.

109 11.S. GOV’ T ACCOUNTABILITY OFFICE, TAX COMPLIANCE: OFFSHORE FINANCIAL ACTIVITY CREATES
ENFORCEMENT ISSUES FOR IRS, GAO-09-478T 5 (2009).
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evaluation whether the proposal: (i) will meaningfully affect compliance to an extent that
justifies the additional burden for the Government and taxpayer or reporting entity, (ii) be
capable of implementation on a cost effective basis; and (iii) allow the affected market to work in
a reasonable manner without distuption? I have not considered whether legislation is required
for these proposals and recommend allowing use of regulatory authority where it already exists.

The short-term proposals discussed below focus primarily on initiatives that will aid the
~ IRS in enforcement of existing laws and expansions of the QI program to shut down existing
opportunities for exploitation.

1. Expand obligations of Qls to provide information reports and identify U.S.
Dersons.

By expanding the QI responsibilities to encompass a broader informational reporting
responsibility with respect to U.S. persons, there would be fewer opportunities for U.S. taxpayers
to evade their responsibilities. The first proposal is to require that QIs engage in information
reporting on all accounts over a reasonable threshold where a U.S. person is the beneficial owner
and the QI has more than a threshold number of accounts for U.S, persons. The second, related
proposal is that QIs include U.S. persons holding more than 10% of a non-U.S. corporate entity
or foreign trust in the new information reporting regime.

a) Require Qls to Identify U.S. Account Holders, and Submit Information
Reports With Respect to Such Interests.

Expanding Qls’ responsibilities to include information reporting has been suggested in
the past, and concerns have generally focused on feaSIblllty of such a system and worries that
additional responsibilities would discourage participation in the QI program.’'® However, the
experience of the past 10 years suggests that the benefits of becoming a QI likely outweigh the
burden of reasonably calibrated additional responsibilities.”’! Furthermore, the experience of
domestic institutions with 1099 reporting has shown that economics of scale can greatly reduce
(or at least spread the cost of) the burden of reporting.’™® For these reasons, the IRS should be
authorized to require information reporting from Qls who have a certain minimum number of
U.S. account-holders with respect to accounts above a certain value threshold.

1% Several proposals have been made in recent months to expand Qls’ responsibilities. See GAO QI REPORT, supra
note 16, at 35; PERMANENT SUBCOMMITTEE ON INVESTIGATIONS, U.S. SENATE, TAX HAVEN BANKS AND U.8. TAX
COMPLIANCE 16 (July 17, 2008) (hereinafter PSI TAX HAVEN REPORT), available at
http://hsgac.senate.gov/public/_files/071708PSIReport.pdf; Stop Tax Haven Abuse Act, S. 506, 111th Cong. (2009).
Additionally, Reuven S. Avi-Yonah, my co-panelist today, suggests that an expansion of QI responsibilities to
include 1099 reporting and backup withholding when a QI believes or has reason to believe payments are being
made to a U.S. person.

" This is shown by the number of banks participating in the QI system: over 5,000 QI agreement are currently in
place. See Douglas Shulman, supra note 30 at 6.

12 See 1U.S. Gov’t Accountability Office, Report to the Committee on Finance, U.S. Senate, Tax Compliance: Costs
- and Uses of Third-Party Information Returns 3-5 (Nov. 2007), available at
“http://www._gao.gov/new.items/d08266.pdf.
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The need for a minimum threshold is necessary not only to preserve participation in the
QI program, but also to prevent discrimination against U.S. persons living abroad with legitimate
needs for a bank account in a non-U.S. jurisdiction. Instituting an account value threshold, in
addition to setting a minimum number of accounts, will enable banks to offer accounts to smaller
holders, such as students and working expatriates, without triggering additional burdens.

The type and nature of information reporting should be determined through consultation
with the IRS to ensure the ability to have electronic transmission and processing. Information
gathered in non-electronic form, or without TINs, compromises the ability of the IRS to
adequately utilize such information.'?

b) Information Reporting U.S Persons Holding More Than 10% of a
Non-U.S. Corporate Entity or Foreign Trust

In addition to direct account holders, consideration should be given to requiring Qls to
identify and provide the IRS with identifying information with respect to U.S. persons it has
reason to know own more than 10% of a non-U.S. corporate entity or beneficial interest in a
foreign trust holding an account with the institution. Setting a minimum ownership level at 10%
will allow the IRS to coordinate the information with Form 5471 reporting with respect to
foreign corporations.

2. Other procedural measures:
a) Extend statute of limitations

Recent proposals for reform, such as a recently circulated discussion draft of a bill in the
Senatc:,“4 have included an extension of the period of limitations on assessment of tax when a
taxpayer failed to report a foreign bank account or underreported income from such an account.
These proposals should be extended to include taxpayers failing to report income or interests
held through non-U.S. corporate entities and trusts.

The original purpose of an extension of the normal three-year statute of limitations to six
years was based on a principle of IRS notice.'”® Typically, where a taxpayer has substantially
understated or omitted income, an extension of the statute of limitations to six years is

. . . . . . .. 116 .
appropriate, because the IRS would require additional time to identify such an omission. ** This
is supported by the defense granted to taxpayers where sufficient information and disclosure was
made on a return to put the IRS on notice of the omitted income.!!’

' See supra Section 1ILD.

'™ See Discussion Draft, A Bill to Amend the Internal Revenue Code of 1986 to Improve Tax Compliance With
Respect to Offshore Transactions, and for Other Purposes, S. 111th Cong. § 3 (as circulated Mar, 24, 2009).

' See Colony v. Comm’r, 357 U.S. 28, 36 (1958) (reviewing the predecessor to section 6501 and finding that
“Congress was primarily concerned with providing for a longer period of limitations where returns contained
relatively large errors adversely affecting the Treasury™).

1€ See LR.C. § 6501(¢); Treas. Reg. § 301.6501(c)-1.
17 See Treas. Reg. § 301.6501(e)-1(2)(1)(ii); Colony, 357 U.S. at 35-40,
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The principles justifying an extended statute of limitations clearly apply in the context of
foreign bank accounts held by U.S. persons, where the IRS must rely on even less information
than with respect to purely domestic income and assets. To the extent that a U.S. person has
failed to disclose income from a foreign bank account, regardless of the materiality of the
omission, the six-year extension should apply to allow the IRS sufficient time to utilize
international information resources, including requests for information under treaties and TIEAs.
As noted above, information from TIEAs, treaties and QIs is currently not submitted
electronically, and generally does not include any sort of identifying number. Allowing the IRS
additional time would allow it to use unmatched information.

b) Increase IRS audit resources; Electronic Submission of QI Information

Any effort made to increase IRS enforcement resources devoted to cross-border
enforcement, would better enable the IRS to track down individuals circumventing the U.S.
domestic information reporting system. Included among any such initiatives would be creating
IRS resources and systems to enable Qls to submit information electronically as well as
initiatives for electronic information gathering from treaty partners discussed below.!'® This
should be considered in conjunction with any increased informational reporting responsibilities
placed on Qls.

3. Prospectively eliminate (after 2010) the foreign-targeted bearer obligation
exception to beneficial owner documentation or QI reporting.

Consideration should be given to prospectively treating all foreign targeted obligations
that pay U.S.-source interest as or in the same manner as registered obligations. This would at
require colglection of the same beneficial owner withholding documentation as would be required
fora QI.I1

4. Expand Treaty and TIEA Information Exchange.

The United States should continue to negotiate additional treaties and TIEAs as a means
of expanding the scope of bilateral information exchange with other countries. In this regard, the
IRS should adopt regulations ex]panding reporting of bank deposit interest by residents of
countries in addition to Canada.'”® This was proposed in the Clinton Administration, but was not
pursued during the Bush Administration. '’

18 A similar proposal was introduced in the GAO QI REPORT. See GAO QI Report, supra note 16, at 35.

19 See NYSBA TAX SECTION, supra note 33, at 37-38 (commenting that a proposal to expand scope of the definition
of registered security to encompass dematerialized securities may be problematic in certain jurisdictions where it is
difficult to obtain W-8s from investors but concludes this should not be a significant concern in that context).

120 Treas. Reg. § 1.6049-8.
21 REG-126100-00, 66 Fed. Reg. 3925 (Jan. 17, 2001).
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B. Longer term source taxation issues

A second set of options should be considered as part of a broader tax reform. These
options would explore the opportunities to increase the scope of source taxation of returns to
capital in coordination with other countries in a manner that more closely approximates taxation
of net income than has been possible historically. The following options should be considered in
relation to their economic effects, ramifications for capital markets and foreign relations, and
feasibility for incorporation into the existing international financial system.

1. International Standards For Electronic Information Exchange.

The Treasury Department should strongly support initiatives at the OECD and bilaterally
to permit international information exchange electronically that is coded in a manner that permits
information recipient countries to match information with that in its master information files.'”
This would effectively enable the United States to institute matching programs for non-U.S,
income earned by its residents. Matching information to tax returns is critical to the IRS’s
‘successful enforcement of existing tax laws and shutting down evasion techniques utilized by
U.S. persons.

As with the development of increased information reporting by Qls, careful consultation -
with the IRS regarding how to most effectively share information should be considered. Without
‘a numbering system to fully integrate the exchange with its existing matching system, the
efficacy of information exchange is limited. However, the use of other matching systems, such
as passport numbers or other local forms of identification may be able to be integrated with the
IRS current information systems. It also will be essential to protect the confidentiality of
taxpayer information that is exchanged.

2. Expansion of Source Taxation of Investment Income

Consideration could be given expanding the source taxation of capital income, except as
relieved by treaties, in coordination with major trading partners. This would be a dramatic
change in U.S. policy and would have to satisfy a high burden of to justify pursuit. The
fundamental insight is that it should be possible with new technologies to move away from the
excessive gross basis taxation and achieve a more reasonable net basis taxation, This is
- particularly true of gains, with the anticipated advent of basis reporting.

Concemns regarding the flow of capital to the United States would have to be
addressed.'” Given the current economic realities these concerns are real. An international tax

' See, e.g., Press Release, U.S. Senate Committee on Finance, Grassiey, Baucus Call for Review Of IRS Use of
Foreign-Source Income Information (May 17, 2006) available at
http:/finance.senate.gov/press/Bpress/2005press/prb051706.pdf. The OECD also has begun investigating ways to
increase compatibility and coherence of information shared across national boundaries. See Remarks by Angel
Gurria, Secretary-General, OECD, Remarks at the G7 Finance Ministers Dinner (February 13, 2009), available at
http://www.oecd.org/document/50/0,3343,en_2649 34487_42184370_1 1 1 1,00.himl.

'3 As my co-authors and I noted in 2002

The exemptions for bank deposit and portfolio interest have traditionally been
justified by the argument that the imposition of a tax on the gross amount of
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reform in a country that continues to tax income, however, should consider the ramifications for
tax evasion and avoidance of broad unilateral exemptions of withholding at source without
identification of the income’s beneficial owner.

I would be pleased to answer any questions the Committee might have.

interest income in a liquid capital market with ready altemative investments
would result in the burden of the tax being bome by U.S. borrowers (including
the U.S. government} through higher interest rates. Whether such an effect
waould arise with respect to non-U.S. persons resident in treaty countries who are
already entitled to reduced rates of tax on interest payments withoui any
statutory exception is not clear. Nevertheless, this concern reflects a widespread
international reluctance to tax interest from unrelated foreign payors.

Shay, Fleming & Peroni, supra note 46 at 122-23,
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